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Domestic Developments

The data received since the August Greenbook have been largely consistent with
our view that the pace of real activity is on the upswing. Consumer spending
has continued to strengthen, single-family housing starts have moved up to their
highest level in nearly 25 years, and shipments of nondefense capital goods have
posted another robust increase. With indicators of goods production showing
less strength than the readings on domestic final sales, however, we believe that
some of the demand is being met out of inventories and imports. Balancing the
available information on spending and production, we now project that real
GDP is growing at an annual rate of nearly 4-1/2 percent in the current
quarter—3/4 percentage point more than in the last Greenbook. We have also
raised our forecast of real growth in the fourth quarter, by 1/4 percentage point,
to a pace a bit above 4-1/2 percent.

The contrast between indicators of spending, which have been quite strong, and
readings from the labor market, which were surprisingly weak again in August,
has intensified. The ongoing reluctance of businesses to hire and their
continued focus on restructuring and cost-cutting have yielded extraordinary
gains in productivity. We have reacted to the continuing developments in this
area by considerably raising the current level of potential output and by nudging
up our assumption about its future growth to an average annual rate of

3-1/2 percent. In light of that adjustment, as well as the intermeeting rally in
the stock market, we have increased our forecast of real GDP growth in 2004 by
1/4 percentage point, to 5 percent. Real GDP is expected to decelerate to a pace
of 4 percent in 2005, partly as a result of the expiration of the partial-expensing
tax incentive for business investment.

We have revised up the level of potential GDP somewhat more than actual GDP
over the forecast period. The resulting higher level of the output gap, in turn,
has led us to raise our forecast of the unemployment rate slightly. The
unemployment rate is expected to move back up to 6.2 percent in coming
months and to remain at that level for the balance of this year; it is then
projected to drift down to 5.7 percent by the end of 2004 and to 5.3 percent by
the fourth quarter of 2005—still 1/4 percentage point above our estimate of the
natural rate. With this continued slack in resource utilization as well as strong
growth in structural productivity, core consumer price inflation is expected to
edge off; after a rise of 1.1 percent this year, core PCE prices are projected to
decelerate to a pace of 0.9 percent in 2005.

Key Background Factors

As in the August Greenbook, we assume that the federal funds rate will remain
at 1 percent through the end of 2004. We also assume that in 2005, when slack
in resource utilization is taken up further, policy will become a bit less
accommodative late in the year. Financial markets still appear to be pricing into
bond yields a much more substantial increase in the funds rate over this period.
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We continue to believe that, as incoming data show that the economy can grow
at an above-potential pace for a considerable time without stoking inflationary
pressures, market participants will gradually move closer to our expectation for
the path of the funds rate. As private expectations are revised, bond yields
should decline from current levels. Indeed, we have interpreted the recent rally
in bond markets as signaling that the first installment on this reassessment has
occurred a bit more quickly than we forecast in the August Greenbook.

Equity prices have risen 6 percent, on balance, since the August Greenbook, and
we have raised our projected path for the stock market by roughly this amount.
We assume that share prices will increase from their current level at an annual
rate of 6-1/2 percent, thereby maintaining risk-adjusted parity with the return on
long-term bonds.

The President has requested $87 billion in additional budget authority to finance
the cost of military operations and reconstruction in Iraq and Afghanistan. In
the August Greenbook, we had anticipated the bulk of this request, and thus we
have boosted our projection of nominal defense spending by only $11 billion in
fiscal 2004. On balance, the federal unified deficit is now projected to widen
from $388 billion this fiscal year to $488 billion in fiscal 2004. The stimulus to
economic growth provided by the federal sector, as gauged by the staff’s
measure of fiscal impetus, is close to 1-1/4 percent of GDP this year and next, as
in the previous Greenbook.

Because a number of provisions in the Jobs and Growth Tax Relief
Reconciliation Act (JGTRRA) of 2003 that reduced personal and corporate
income taxes are scheduled to expire at the end of 2004, the outlook for the
federal budget in 2005 is especially uncertain. Our assumption is that the
personal provisions—the larger child credit, reduced marriage penalty,
expanded 10 percent income bracket, and increased alternative minimum tax
exemption—will be extended but the tax incentive that permits the partial
expensing of equipment investment will not. We also expect the provision of
extended unemployment insurance benefits to lapse in 2005. With regard to
operations in Iraq, we anticipate that the level of real defense spending in 2005
will be little changed from the level in 2004. All told, the unified budget deficit
is expected to shrink to $359 billion in fiscal 2005 and fiscal impetus on a
calendar-year basis to shift to a slight amount of restraint, about 1/4 percent of
GDP.

The trade-weighted exchange value of the dollar is, on balance, little changed
since the August Greenbook. As in our previous projection, we assume some
modest real depreciation of the dollar over the forecast period. Our outlook for
foreign GDP growth is a touch stronger than last time. We expect that trade-
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weighted foreign growth will be about 1-3/4 percent this year and 3-1/2 percent
in each of the next two years.

The spot price of West Texas intermediate (WTI) crude oil has fallen a little
more than $2.50 per barrel over the intermeeting period, closing at $29.18 per
barrel on September 9. The spot price is projected to fall to $25.75 per barrel by
the end of 2004 ($.70 below our previous projection) and $24.50 by the end of
2005. These lower prices reflect heightened market focus on the effects of
prospective increases in non-OPEC supply.

Recent Developments and the Near-Term Outlook

We now estimate that real GDP increased at an annual rate of 3.3 percent in the
second quarter, 0.2 percentage point faster than in the BEA’s preliminary
release. Most indicators of spending in the current quarter that have become
available since the August Greenbook—notably the July readings on consumer
spending, shipments of nondefense capital goods, and housing starts as well as
the August report on motor vehicle sales—have come in stronger than we had
anticipated. But as noted above, production seems to be picking up more slowly
than spending. On balance, we see output growth this quarter proceeding at
nearly a 4-1/2 percent pace. We expect GDP to rise at about the same rate in the
fourth quarter.

Consumer spending increased rapidly in July. In August, sales of light vehicles
surged, and reports suggest that other types of household spending were also
brisk. On the basis of this information, we expect real consumer expenditures to
rise at an annual rate of 4-3/4 percent this quarter, an upward revision of

1-1/2 percentage points from the August Greenbook. We do not anticipate that
this pace of real PCE growth will continue in the fourth quarter. In particular, as
the incentive-laden push to clear out 2003 model-year vehicles winds down,
purchases of new motor vehicles should decline and hold real PCE growth to an
annual rate of 2-3/4 percent. However, we anticipate that spending, excluding
that on new autos and trucks, will advance at a robust pace of nearly 4 percent
next quarter, supported by the stimulus to disposable income from the midyear
tax cut.

Given the rapid pace at which new housing units were started in June and July,
we expect real residential investment to rise at an annual rate of 15 percent this
quarter—an upward revision of 9 percentage points since the August
Greenbook. However, we have real outlays for housing declining 3-1/2 percent
at an annual rate in the fourth quarter in response to the rise in mortgage rates
since late June. The recent drop-off in the Mortgage Bankers Association index
of mortgage applications for home purchases suggests that some softening in
housing activity is likely already under way.
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Summary of the Near-Term Outlook
(Percent change at annual rate except as noted)

2003:Q3 2003:Q4
Measure August | Sept. | August | Sept.
GB GB GB GB

Real GDP 3.6 4.4 4.4 4.6

Private domestic final purchases 3.9 6.2 3.7 2.8

Personal consumption expenditures 33 4.8 3.6 2.8

Residential investment 6.1 14.8 -1.1 -3.6

Business fixed investment 7.0 11.5 7.2 6.3
Government outlays for consumption

and investment 3.5 -1.0 2.4 6.6

Contribution to growth
(percentage points)

Inventory investment -4 -3 i .8
Net exports -1 -3 .0 1

Recent data on orders and shipments for nondefense capital goods and on motor
vehicle sales lead us to expect that real spending on equipment and software is
posting a 16-1/2 percent annual rate of increase this quarter. However, we
expect the rate of growth of E&S investment to slow in the fourth quarter.
Orders data point to some moderation of the increase in outlays outside the
high-tech and transportation areas, and business purchases of motor vehicles
also are likely to slow somewhat. Even so, we still expect real E&S spending to
rise at a rate of 8 percent next quarter.

We remain pessimistic about the near-term prospects for nonresidential
construction, especially in light of vacancy rates for office and industrial
buildings that were high and still rising in the second quarter. We expect that
much of the increase recorded by this sector last quarter will be reversed this
quarter and that real construction outlays will fall a bit further in the fourth
quarter.

In the federal sector, the projected costs of our military operations in Iraq point
to a further rise in real defense outlays over the next few quarters. But with the
available data on defense spending this quarter softer than we had expected, we
have pushed off the increases to the last quarter of this year and the first quarter
of next year. We project that, on average over the second half of this year, real
defense spending will rise at a rate of 7 percent and nondefense spending at a
rate of 5-1/2 percent. At the state and local level, budgetary pressures are
expected to hold real spending nearly flat over the second half of this year.
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We expect that a pickup in the growth of foreign output, a recovery of travel and
related services, the continuing effects of past dollar depreciation, and a global
rebound in the high-tech sector will boost export growth to a pace of

10-1/4 percent in the second half of the year. The increase in real imports is
projected to step up to a rate of 7-3/4 percent in the second half of 2003, partly
in response to the acceleration in U.S. activity. Because the level of imports is
much higher than that of exports, this differential in projected growth rates
implies that net exports will make little net contribution to GDP growth in the
second half.

Although final sales are apparently headed for a substantial increase this quarter
(our expectation is that they are rising at a pace of 4-3/4 percent), the gains in
manufacturing production have been much more subdued. Manufacturing IP is
on track to increase at a rate of 2-1/4 percent this quarter, with more than half
the increase coming from a step-up in motor vehicle assemblies. Some of the
increase in final demand is likely being met by a further drawdown of stocks, a
view that is supported by the limited inventory data we have so far. We project
that liquidation this quarter is holding the rate of increase of GDP

1/4 percentage point below that of final sales.

The caution restraining firms’ hiring and production decisions should lessen
somewhat in coming months. In the fourth quarter, private payrolls are forecast
to begin rising slowly—with average monthly increases of 75,000—and
manufacturing IP to rise a touch faster than its third-quarter pace.

The July increase in core inflation has supported our view that consumer price
inflation will be temporarily boosted in the second half of this year as a result of
the unwinding of some special developments that held down price increases in
the first half. We now project core PCE prices to rise at a pace of nearly

1-1/2 percent, on average, in the second half but still view the increase for the
year as a whole—just a bit more than 1 percent—as providing a reasonable
indication of the current underlying trend in price inflation. Swings in gasoline
prices should push overall PCE inflation above core this quarter and hold it
below core next quarter.

The Longer-Term Outlook for the Economy

Our forecast has output growing more rapidly than potential over each of the
next two years. We project that real GDP will rise 5 percent in 2004, supported
by stimulative fiscal and financial conditions and by increased optimism on the
part of firms in their hiring and investment decisions. In 2005, after the partial-
expensing tax provision has expired, the increase in real activity is projected to
slow to 4 percent. Other factors that contribute to this slowdown are the waning
of the effects of personal tax cuts on consumption and a smaller contribution to
growth from inventory accumulation.
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Projections of Real GDP
(Percent change at annual rate from end of
preceding period except as noted)

2004
Measure 2005
H1 H2
Real GDP 5.2 4.9 3.9
Previous 4.8 4.8 -
Final sales 4.3 4.9 3.7
Previous 35 4.9 -
PCE 4.6 4.4 4.0
Previous 39 4.6 -
Residential investment 0.7 39 0.6
Previous 2.4 59 -
BFI 11.9 15.6 7.2
Previous 10.9 15.1 --
Government purchases 2.9 1.5 2.1
Previous 1.4 0.9 -
Exports 8.4 11.1 9.6
Previous 7.8 10.4 --
Imports 11.1 10.0 9.2
Previous 10.6 9.7 --
Contribution to growth,
percentage points
Inventory change 9 .0 3
Previous 1.3 -1 --
Net exports -8 -4 -4
Previous -8 -4 -

Household spending. Over 2004 and 2005, gains in disposable income are
expected to be the main factor driving increases in consumer spending. Our
forecast calls for real disposable income to rise 5-1/4 percent next year and
3-3/4 percent in 2005, roughly mirroring the pattern of output growth. Because
consumers tend to adjust their spending gradually in response to movements in
income, we project that real PCE will follow a smoother path, rising

4-1/2 percent in 2004 and 4 percent in 2005.
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The recent run-up in mortgage rates is expected to restrain housing starts later
this year; but as rates reverse part of this increase next year, housing activity
should pick up a bit. We are expecting that total housing starts will rise from a
rate of 1.75 million units in the fourth quarter of this year to an average rate of
1.80 million units in each of the next two years. Single-family dwellings
account for all the increase; the current high level of vacancy rates in the
multifamily sector suggests that starts of those units will be flat at 340,000 from
the second half of this year through 2005.

Business spending. We are looking for a solid advance of 17 percent in real
outlays for equipment and software in 2004, on the strength of rising business
confidence, a pickup in growth of business output, a modest decline in long-
term interest rates, and the partial expensing tax provision. The influence of this
tax incentive on investment is magnified by its temporary nature, which should
induce firms to shift some capital expenditures from 2005, after the provision
expires, into 2004. Because of this shift, we are anticipating that real E&S
spending will rise only 7 percent in 2005.

In response to generally improving economic conditions, real spending on
nonresidential construction should rise 3 percent in 2004 and 7 percent in 2005.
The advance in 2005 is driven by a resumption of growth in outlays for office
and industrial buildings, an acceleration of non-office commercial construction,
and a strong pickup in investment by public utilities. However, drilling of oil
and gas wells is projected to decline, reflecting falling energy prices.

We anticipate a continuation over the projection period of the tendency for the
ratio of inventories to sales to fall over time. This year, however, the likely
pace of inventory liquidation and the associated dramatic decline in the
inventory-sales ratio seem to be driven less by permanent improvements in
inventory management than by caution on the part of firms as they wait for clear
signs that demand is picking up. As economic conditions improve,
stockbuilding should resume and contribute 1/2 percentage point to GDP growth
in 2004 and 1/4 percentage point in 2005.

Government spending. We have few details on the likely timing of the
spending related to our operations in Iraq, and our information is also limited
on the allocation of this spending to domestic production, imports, and transfers
to foreigners. Nonetheless, it seems clear that over the next two years real
defense purchases will be somewhat higher than we had anticipated, and we
have raised our forecast $13 billion in calendar year 2004.

Despite this boost, we project that the rate of increase of real federal outlays will
slow from 9-1/2 percent this year to 4 percent in 2004 and 2 percent in 2005.
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Decomposition of Structural Labor Productivity
(Percent change, Q4 to Q4, except as noted)

1973- | 1996-
Measure 95 | 2001 2002 | 2003 | 2004 | 2005
Structural labor productivity 1.4 2.7 2.6 2.8 2.6 2.8
Previous 1.4 2.4 2.3 2.2 2.3 --
Contributions'
Capital deepening .6 1.2 4 4 i 1.0
Previous .6 1.2 4 4 .6 --
Multifactor productivity .6 1.2 20 21 1.6 1.6
Previous .6 1.0 1.7 1.6 1.4 -
Labor composition 3 3 3 3 3 3
MEMO
Potential GDP 2.9 34 3.5 3.6 34 36
Previous 2.9 34 33 3.1 3.2 -

NOTE. Components may not sum to totals because of rounding.
1. Percentage points.

Most of the slowdown comes in the defense category. By contrast, we expect
continued moderate gains in nondefense spending. At the state and local level,
spending increases should be modest in light of fiscal stresses that ease only
gradually. We forecast real outlays to rise 1-1/4 percent in 2004 and 2 percent
in 2005.

Net exports. The projected growth of foreign economic activity in 2004 and
2005, together with the effects of past and projected dollar depreciation, should
support a growth rate of 9-1/2 percent in U.S. exports. U.S. imports are
expected to grow at a 9-3/4 percent pace, mainly reflecting the strength of
economic expansion in the United States. All told, net exports should
arithmetically deduct roughly 1/2 percentage point from U.S. GDP growth in
each of the next two years. (The International Developments section provides
more detail on the outlook for the external sector.)

Aggregate Supply, the Labor Market, and Inflation

We have reassessed our estimates of structural productivity and other elements
of potential GDP. Our reassessment takes account of the upward revisions to
historical productivity data published by the Bureau of Labor Statistics after the
August Greenbook as well as the current indications that output per hour is
registering another strong advance this quarter. With the increases in output per
hour now appearing to be larger and more persistent, we have boosted somewhat
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The Outlook for the Labor Market
(Percent change, Q4 to Q4, except as noted)

Measure 2002 [ 2003 | 2004 | 2005

Output per hour, nonfarm business 4.4 4.3 1.4 1.4
Previous 4.1 3.2 i -

Nonfarm private payroll employment -7 -4 3.7 2.8
Previous -7 .0 3.9 -

Household survey employment 3 1.1 2.6 1.9
Previous 3 1.2 2.9 -

Labor force participation rate' 66.5 66.3 66.9 67.1
Previous 66.5 66.4 66.9 -

Civilian unemployment rate' 59 6.2 5.7 53
Previous 59 6.2 5.5 -

1. Percent, average for the fourth quarter.

the share of these increases that we attribute to permanent improvements in
organization and technology and reduced somewhat the share that we attribute
to temporary factors. For 2002 and 2003, we have raised our estimates of the

rates of increase in structural multifactor productivity 0.4 percentage point and
in potential GDP 0.3 percentage point, on average.! We have raised our
assumptions about growth in both structural multifactor productivity and
potential GDP somewhat less over the forecast period.

Productivity and the labor market. An implication of our view that firms

have been very cautious in hiring because of uncertainty about the prospects for

output growth is that, when this uncertainty diminishes, increases in

employment will be robust. This scenario should start to unfold early next year,
albeit with somewhat less intensity than we had previously anticipated given the
revisions we have made to structural productivity. We expect payrolls in 2004

to increase almost 350,000 per month on average. Part of this rise in the pace of

employment gains reflects more-rapid output growth, but part is due to the

unwinding of the effects of business caution on hiring. The latter is reflected in

our forecast of output per hour, which is projected to rise 1-1/2 percent next

year—a bit more than 1 percentage point below our forecast of the growth rate

1. The source of the upward revision to the historical estimates of actual productivity was a

downward revision to the estimates of actual hours worked. The latter change has led us to

revise down 0.1 percentage point our estimates of the annual rate of increase in structural hours
worked. This adjustment to structural hours offsets part of the effect of the more-rapid structural

productivity gains on potential GDP.
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Inflation Projections
(Percent change, Q4 to Q4, except as noted)

Measure 2002 | 2003 | 2004 | 2005
PCE chain-weighted price index 1.8 1.6 7 .8
Previous 1.8 1.6 7 -
Food and beverages 1.4 1.9 1.4 1.3
Previous 1.4 2.0 1.3 --
Energy 7.0 8.8 -6.7  -1.1
Previous 7.0 8.2 -5.5 -
Excluding food and energy 1.6 1.1 1.0 9
Previous 1.6 1.1 .9 --
Consumer price index 2.2 2.0 9 1.1
Previous 2.2 1.9 .9 -
Excluding food and energy 2.1 1.4 1.4 1.3
Previous 2.1 1.3 1.3 --
GDP chain-weighted price index 1.3 1.4 .9 1.0
Previous 1.3 1.3 1.0 -
ECI for compensation of private
industry workers' 32 38 33 32
Previous 3.2 3.8 3.1 -
NFB compensation per hour 2.8 3.5 2.9 3.0
Previous 24 3.2 2.7 -
Prices of core non-oil
merchandise imports i 2.2 1.4 1.3
Previous 7 2.0 1.2 -

1. December to December.

of structural labor productivity. We also expect that improving conditions in
labor markets will induce a substantial rebound in the participation rate next
year. Nonetheless, employment should rise faster than the labor force, causing
the unemployment rate to fall to 5-3/4 percent by the end of 2004. We
anticipate that in 2005 additional gains in employment, partly offset by a further
rise in participation, will reduce the unemployment rate to 5-1/4 percent by the
end of the year.

Wages and prices. Despite the decline in unemployment and the rise in
capacity utilization over the projection period, labor and capital resources
remain under-utilized even at the end of 2005. For this reason, we expect that
key measures of price and wage inflation will decline slowly over the next two
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years. We project that the rate of increase of core PCE prices will edge down
from 1.1 percent this year to 1.0 percent in 2004 and 0.9 percent in 2005. With
energy prices projected to fall, the rate of increase of overall PCE prices is even
lower—~0.7 percent in 2004 and 0.8 percent in 2005. On the wage side, we
anticipate that increases in the employment cost index will decline from

3.8 percent in 2003 to 3.3 percent in 2004 and 3.2 percent in 2005.

Financial Flows and Conditions

Growth of total debt in the domestic nonfinancial sector this year has been
marked up to 8-1/4 percent, reflecting data revisions for the second quarter and
some additional borrowing in the second half of the year. Still, the contour of
the forecast remains similar to that in the August projection. As before, we
project debt growth to moderate over the second half of the year, dropping to a
pace of 6-1/2 percent in the fourth quarter. Debt growth is expected to slow on
balance over the next two years, to just over 6 percent in 2005.

Nonfinancial business debt expanded at a 6-1/2 percent rate in the second
quarter—well above our previous estimate—with the increase paced by robust
bond issuance. We view much of this jump in borrowing as an opportunistic
response to a perceived trough in longer-term interest rates, and thus we expect
debt growth to recede in the second half of the year. Business debt growth is
projected to pick up somewhat in 2004 and 2005, as investment spending rises
faster than internal funds.

The growth in household debt also has been revised up this year, to a bit below
last year’s pace of 10 percent; we expect household borrowing to slow
noticeably next year and to soften a bit further in 2005. Mortgage borrowing in
the second quarter came in well above our projection in the last Greenbook, and
expected growth for the year as a whole has been boosted 2 percentage points,
to 11-3/4 percent. The projected growth of mortgage debt slows to 7 percent in
2004 and 6-1/2 percent in 2005, restrained by slower appreciation in home
prices and by a contraction in refinancing activity. The growth of consumer
credit is expected to trend up from 4-1/4 percent this year to 6-1/4 percent in
2005, in part because the substitution toward mortgage debt wanes.

Exceptionally heavy Treasury borrowing is expected to boost federal debt more
than 13 percent this year. Federal debt growth slows somewhat in 2004 and
then drops back to 7 percent in 2005, owing to the projected shrinkage of the
federal deficit. State and local borrowing for this year has been revised down
considerably on the basis of new data showing that bond retirements are
proceeding at a faster pace than we thought previously. The debt of this sector
is now projected to expand 7 percent this year and then to slow to about

4-3/4 percent in 2004 and 2005 as a result of a much reduced pace of advance
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refunding in those years and, as the sector’s financial position improves, a
paydown of shorter-term debt.

Despite the projected acceleration in economic activity, we expect the growth of
M2 to slow over the balance of the year, held down by a falloff in mortgage
refinancing and the ebbing of the effect of past policy easings that had buoyed
this aggregate. M2 growth is projected to remain in the neighborhood of

5-1/2 percent next year before dropping to around 4 percent in 2005, restrained
by the combined effects of a rise in short-term rates after midyear and a
projected slowing of GDP growth.

Alternative Simulations

In this section we explore alternatives to the staff forecast using simulations of
the FRB/US model. The first two involve modifications to our aggregate supply
assumptions—specifically, faster structural productivity growth and a lower
NAIRU. The next two scenarios consider upside and downside risks to the
outlook for business investment. We conclude with two financial alternatives.
In the first, bond rates more rapidly reverse their run-up since June, and in the
second, the funds rate follows a path consistent with current readings from the
futures market. In all the scenarios except the last, the federal funds rate

follows the baseline path.

Faster structural productivity growth. Although we have revised up our
forecast of structural productivity growth in this projection, we may have been
too conservative in light of the large gains in actual output per hour registered in
recent years. In this scenario, growth of multifactor productivity continues at its
2002-03 pace, raising structural productivity growth 1/2 percentage point above
baseline in 2004 and 2005. Because this faster growth is assumed to come as a
surprise and to be viewed as permanent, households and firms increase their
willingness to spend out of current income and earnings; consumption and
investment are also spurred by an increase in equity valuations. Real GDP
growth climbs above 5-1/2 percent next year and remains close to 4-3/4 percent
in 2005. Because aggregate demand is revised up more than is aggregate
supply, the unemployment rate falls a little below baseline in 2005. Core
inflation declines to 1/2 percent in 2005 because of smaller increases in unit
labor costs.

Low NAIRU. This scenario considers the possibility that the staff’s estimate of
the NAIRU—S5 percent—is too high and, as an alternative, assumes that the
NAIRU is currently—and has been for some time—4-1/4 percent. The implied
higher amount of economic slack puts more downward pressure on wages and
prices; as a result, core inflation falls to 1/2 percent in 2005.
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Alternative Simulations

(Percent change, annual rate, from end of preceding period, except as noted)

2003 2004
Measure 2005
Q4 H1 H2

Real GDP
Greenbook baseline 4.6 5.2 4.9 39
Faster productivity growth 4.6 5.6 5.7 4.8
Low NAIRU 4.7 5.3 5.0 39
Investment boom 6.6 5.6 5.2 4.8
Weaker investment 2.6 4.3 3.8 2.3
Lower bond yields 4.6 6.2 5.8 43
Market-based funds rate 4.6 5.2 4.8 3.0
Unemployment rate'
Greenbook baseline 6.2 6.0 5.7 5.3
Faster productivity growth 6.2 6.0 5.7 5.1
Low NAIRU 6.2 6.0 5.6 5.2
Investment boom 6.1 5.7 5.3 4.6
Weaker investment 6.3 6.4 6.3 6.6
Lower bond yields 6.2 5.8 53 4.7
Market-based funds rate 6.2 6.0 5.7 5.7
PCE prices excluding food and energy
Greenbook baseline 1.2 1.1 1.0 9
Faster productivity growth 1.2 1.1 9 .6
Low NAIRU 1.1 .9 7 .5
Investment boom 1.2 1.1 1.0 1.0
Weaker investment 1.2 1.1 1.0 .6
Lower bond yields 1.2 1.2 1.1 1.0
Market-based funds rate 1.2 1.1 1.0 7

1. Average for the final quarter of the period.

Investment boom. The baseline may understate the degree to which firms will
respond to the current favorable conditions for investment. In this scenario,
outlays for equipment and software grow at an average annual rate of 16 percent
through 2005 (compared with 12 percent in the baseline), causing the E&S share
of GDP to approach the peak levels seen in 1999-2000. In addition, firms
become less cautious about inventory stockbuilding sooner than they do in the
baseline. These two developments, combined with the response of consumption
and housing to stronger income and employment, strengthen real GDP in the
fourth quarter of this year and continue to boost real activity in 2004 and 2005.
As a result, the unemployment rate falls to 4-1/2 percent by late 2005. Inflation
is only a touch higher than in the baseline, in part because the increase in capital
deepening boosts the rate of growth of structural productivity.
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Weaker investment with adverse market response. Given the uncertainties
inherent in the investment forecast, there is also a risk that the recent spurt in
business spending may prove short-lived. In this scenario, business investment
is hit by shocks of the same magnitude, but of the opposite sign, as those
considered in the previous simulation. However, the resulting faltering in real
activity is assumed to cause a marked deterioration in investor sentiment. By
the middle of next year, risk premiums return to the elevated levels seen earlier
this year, and stock prices decline about 20 percent relative to baseline. By
2005, these developments cause the rate of real GDP growth to slow to

2-1/4 percent, the unemployment rate to rise to 6-1/2 percent, and core inflation
to decline to 1/2 percent.

Lower bond yields. The baseline projection assumes that bond yields will
gradually give back a good deal of their recent run-up. In this scenario, the
reversal occurs much more rapidly: Relative to baseline, bond yields are

80 basis points lower by the end of this year; they then rise slowly and match the
baseline by the end of 2005. The change in bond rates initially boosts the stock
market almost 15 percent above baseline, a difference that narrows over 2004
and 2005. Stimulated by stronger consumption and investment, GDP growth
surges to 6 percent in 2004 and 4-1/4 percent in 2005. By late 2005, the
unemployment rate falls to 4-3/4 percent, more than eliminating the current
slack in labor markets and slowing the driftdown in inflation.

Market-based funds rate. Futures markets are consistent with the federal
funds rate rising above 3 percent in 2005, well above the path assumed in the
baseline. As the divergence does not become pronounced for several quarters,
little effect is evident in 2004. However, by 2005 the consequences of the
tighter stance of monetary policy are considerable: With real GDP rising more
slowly than potential, the unemployment rate remains at 5-3/4 percent, and core
inflation falls to 3/4 percent.
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Class Il FOMC
STAFF PROJECTIONS OF CHANGES IN GDP, PRICES, AND UNEMPLOYMENT
(Percent, annual rate)
GDP chain-weighted Consumer Unemployment
Nominal GDP price index index rate 2
Interval 08 09/10/03 09/10/03  08/06/03 10/03  08/06/03 03
ANNUAL
2001 2.6 2.6 0.3 0.3 2.4 2.4 2.8 2.8 4.8 4.8
2002 3.6 3.6 2.4 2.4 1.1 1.1 1.6 1.6 5.8 5.8
2003 3.9 4.2 2.4 2.6 1.5 1.5 2.3 2.3 6.1 6.1
2004 5.5 5.9 4.4 4.8 1.0 1.0 1.1 1.0 5.8 5.9
2005 4. 1.0 5.4
QUARTERLY
2002 Q1 6.5 6.5 5.0 5.0 1.3 1.3 1.4 1.4 5.6 5.6
Q2 25 25 1.3 1.3 1.2 1.2 3.4 3.4 59 59
Q3 51 51 4.0 4.0 1.0 1.0 2.2 2.2 5.8 5.8
Q4 3.2 3.2 1.4 1.4 1.8 1.8 2.0 2.0 59 59
2003 Q1 3.8 3.8 1.4 1.4 2.4 2.4 3.8 3.8 5.8 5.8
Q2 3.6 4.2 2.6 3.3 1.0 0.8 0.7 0.7 6.2 6.2
Q3 4.6 59 3.6 4.4 0.9 1.5 1.9 2.2 6.3 6.2
Q4 55 5.7 4.4 4.6 1.0 1.1 1.4 1.3 6.2 6.2
2004 Q1 6.2 6.3 4.8 5.2 1.3 1.1 0.8 0.6 6.0 6.1
Q2 5.8 6.0 4.8 51 0.9 0.9 0.8 0.8 59 6.0
Q3 5.8 6.0 4.8 5.0 0.9 0.9 1.0 1.0 5.8 59
Q4 5.7 5.6 4.8 4.7 0.9 0.9 1.0 1.1 55 5.7
2005 Q1 51 3.8 1.3 1.1 55
Q2 5.0 4.1 0.9 1.1 5.4
Q3 4.9 4.0 0.9 1.1 5.3
Q4 4.7 39 0.8 1.1 5.3
TWO-QUARTER
2002 Q2 4.5 1.3 1.3 2.4 0.3
Q4 4.1 1.4 2.1 0.0
2003 Q2 4.0 1.7 1.6 2.2 0.3
Q4 5.8 1.3 1.7 0.0
2004 Q2 6.2 1.1 1.0 0.7 -0.2
Q4 5.8 0.9 1.0 -0.3
2005 Q2 51 1.1 1.1 -0.3
Q4 4.8 0.8 1.1 -0.1
FOUR-QUARTER
2001 Q4 2.0 2.0 0.1 0.1 2.0 2.0 1.8 1.8 1.7 1.7
2002 Q4 4.3 4.3 29 29 1.3 1.3 2.2 2.2 0.3 0.3
2003 Q4 4.4 4.9 3.0 3.4 1.3 1.4 1.9 2.0 0.3 0.3
2004 Q4 59 6.0 4.8 5.0 1.0 0.9 0.9 0.9 0.7 -0.5
2005 Q4 4.9 3. 1.0 1.1 -0.4

1. For all urban consumers.
2. Level, except as noted.

3. Percent change from two quarters earlier; for unemployment rate, change in percentage points.
4. Percent change from four quarters earlier; for unemployment rate, change in percentage points.
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REAL GROSS DOMESTIC PRODUCT AND RELATED ITEMS, ANNUAL VALUES
(Seasonally adjusted annual rate)

September 10, 2003

Item

Units 1997 1998 1999 2000 2001 2002

- ---Projected - - - -

2003 2004 2005

EXPENDITURES

Nominal GDP
Real GDP

Real GDP
Gross domestic purchases
Final sales
Priv. dom. final purchases

Personal cons. expenditures
Durables
Nondurables
Services

Business fixed investment
Equipment & Software
Nonres. structures

Residential structures

Exports
Imports

Gov't. cons. & investment
Federal
Defense
State & local
Change in bus. inventories Bill. Ch,
Nonfarm
Net exports

Nominal GDP

EMPLOYMENT AND PRODUCTION

Millio
%

Nonfarm payroll employment
Unemployment rate

% chan
%

Industrial prod. index
Capacity util. rate - mfg.
Housing starts Mill
Light motor vehicle sales

North Amer. produced

Other

INCOME AND SAVING

Nominal GNP

Nominal GNP

Nominal personal income
Real disposable income
Personal saving rate %
Corp. profits, IVA & CCAdj.

Profit share of GNP
Excluding FR Banks

% chang
%

Federal surpl./deficit Bill. $
State & local surpl./def.
Ex. social ins. funds
Gross natl. saving rate %

Net natl. saving rate

PRICES AND COSTS

GDP chn.-wt. price index % chal
Gross Domestic Purchases

chn.-wt. price index

PCE chn.-wt. price index
Ex. food and energy

CPI
Ex. food and energy

ECI, hourly compensation 2

Nonfarm business sector
Output per hour
Compensation per Hour
Unit labor cost

8318,
815

8781.5
8508.9

9274.3
8859.0

9824.6
9191.4

10082.2
9214.5

10446.2
9439.9

10886.8
9689.6

Bill. $
Bill. Ch. $

% change 3

5
4
5.0
3.9
5.1

i
Wapyp

2.7
0.6
-0.8
3.8

0.1
-1.4
3.7

4.4
4.8
63.8 76.7
60.6
113.3

62.8
75.0
-221.1

65.0
64.1
-320.5

-61.4
67.2
-398.8

-63.
-415.9

-15.6

-488.5 -539.8

6 change 6.2 6.0 5.9 4.6 2.0 4.3 4.9

122.8
4.9

125.9
4.5

129.0
4.2

131.8
4.0

ns 131.8 130.4 130.0
4.8 5.8 6.1

8.0
8

4.0
81.4

4.9
81.4

2.7 -5.7

75.6

1.4
73.0

je 0.4

82.7 1.9 73.7 76.0

1.62

15.41
13.39

2.02

1.64
16.78
14.30

2.48

1.57
17.24
14.38
2.86

1.60
17.02
13.94
3.08

1.70

16.70
13.42
3.29

1.76
16.60
13.27

ons 1.47
15.07
13.14

1.93

Bill. $
6 change

8325, 8778.1
6.0

4 9297.1
6.3
3.8

5.8
6.
5.

9848.0
6.4

5.
2.

10104.1
. . 4.6
7 1 7.7
0 4 4.8
4.7 2.6 2.8
-9.6
8.9

8.6

7.0
8.7
8.4

-9.1 4
8.0 9
7.7 8.
3.8 111.9
40.7
40.0

206.9
38.3
374

72.0
18.0
17.8

-199.9
-31.3
-31.2

-371.8
-51.5
-51.4

-422.1
-23.7
-23.6

18.8
|7

18.3
7.5

18.4
6.8

16.5
6.7

15.0
3.8

13.9
1.9

14.6
1.0

18 1.6 2.3 2.0

ge

14 1.9 25 13

2.0
15

25
1.8

1.5
1.9

15
2.0

2.6 3.4

2.6 2.7

3.5 3.4 4.4

RN
N
[NIN)
ENIN)

I
tipw

11526.9
10154.2

35.1
-599.5

132.3
5.9

17.26
3.33

11518.4

4.0
.9
.0
8

-1.8
-1.7

12138.9
10587.7

70.3
.8 68.8
-655.9

6.0 4.9

136.1
5.4

6.8
79.3

4.9

1.80 1.81
17.45
13.84 13.95

3.42 3.50

12125.3

woo v
[{e}

W

®wo >

5.
5.
3.9

13
8.6
8.4

-238.9

5.4
55

14.8

2.0 2.3

0.9
0.8

1. Changes are from fourth quarter to fourth quarter.

2. Private-industry workers.
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September 10, 2003

REAL GROSS DOMESTIC PRODUCT AND RELATED ITEMS, QUARTERLY VALUES
(Seasonally adjusted, annual rate except as noted)

Item

2001
Q1

2001
Q2

2001
Q3

2001
Q4

2002
Q1

2002
Q2

2002
Q3

2002
Q4

2003

Units Q1

Projected

2003
Q2

EXPENDITURES

Nominal GDP
Real GDP

Real GDP
Gross domestic purchases
Final sales
Priv. dom. final purchases

Personal cons. expenditures
Durables
Nondurables
Services

Business fixed investment
Equipment & Software
Nonres. structures

Residential structures

Exports
Imports

Gov't. cons. & investment
Federal
Defense
State & local
Change in bus. inventories Bill. Ch
Nonfarm
Net exports

Nominal GDP

EMPLOYMENT AND PRODUCTION

Millio
%

Nonfarm payroll employment
Unemployment rate

% chan
%

Industrial prod. index
Capacity util. rate - mfg.
Housing starts Mill
Light motor vehicle sales

North Amer. produced

Other

INCOME AND SAVING

Nominal GNP

Nominal GNP

Nominal personal income
Real disposable income
Personal saving rate %
Corp. profits, IVA & CCAdj.

Profit share of GNP
Excluding FR Banks

%

Federal surpl./deficit Bill. $
State & local surpl./def.
Ex. social ins. funds
Gross natl. saving rate %

Net natl. saving rate

PRICES AND COSTS

GDP chn.-wt. price index
Gross Domestic Purchases
chn.-wt. price index

% chal

PCE chn.-wt. price index
Ex. food and energy

CPI
Ex. food and energy

ECI, hourly compensation

Nonfarm business sector
Output per hour
Compensation per hour
Unit labor cost

% chang

Bill.
Bill.

ns

je

ons

Bill.

ge

% change

6 change

6 change

100281
9229.9

10049.9
9193.1

10097.7
9186.4

10152.9
9248.8

10313.1
9363.2

$
Ch. ¢

10376.9
9392.4

10506.2
9485.6

10588.8
9518.2

10688.4
9552.0

10797.8
9629.6

-0.6
Fr1.1

-1.6
-1.1
-0.4

-0.3
-0.1
-0.2
0.3

2.7
2.9
4.2
3.0

5.0
5.6

1.3
2.6

4.0
3.9

1.4
2.9

1.4
0.6

a

QW

8.6

11. 45.9
4.6

5 -0.1

-26.9 -98.4
-63.6

-419.0

-28.9
-101.5
-425.3

18.8
4.2
-487.4

25.8
20.8
-488.0

-23.0
3.8
-510.3

4
18 4.9

54, 351 219

-414.8 -446.6 532.2 543.6

0.9 1.9 2.2 6.5 25 5.1 3.2 3.8

1325
4.2

132.2
4.4

131.7
4.8

130.9
5.6

130.5 130.4

5.9

130.2
5.8

130.3
5.9

130.2 130.0

6.2
-4.6 -5.8
73.4

14
73.4

4.4
73.9

3.4
74.3

0.3
73.2

-3.5

77.9 73.5 72.6
1.61
16.95
.04

2.90

1.63
16.54
13.51

3.04

1.60
16.23
13.23

3.00

1.57
18.37
15.00

3.37

1.72

16.34 16.35 17.63 16.50

13.04 13.10 14.27 13.25
3.31 3.25 3.35

1.68 1.70 1.74 1.74
15.84 16.22
12.45 12.93

3.24 3.38

1.74

$ 10038, 10314.9
3.2
-0.2

-7.6

0.8

10356.8
5.1
4.8
14.5
5

10495.3
1.6
1

10579.7
5.5

10678.2
3.3

10081.0 10109.3 10188.1 10790.6
.2 1. 3.8
1.4 5.
10.5 3.9
4.0

4.0 3.3

-17.7 -
6.8
6.5

94.4
8.0
7.7

10.7
7.6
7.5

7.2
6.9

.3

3.
.6
7
5 1

4
8
. 8.
144.4

-32.3
-32.2

-51.7
-46.2
-46.1

21.3
-30.2
-30.0

-145.8
-55.8
-55.6

-195.6
-45.1
-44.9

-210.5
-54.7
-54.6

-256.6
-52.4
-52.3

-275.3
-66.9
-66.8

-382.6
-15.4

-15.3
16.6 16.5
4.1

15.8 15.5 15.5 14.6 14.3

1.4

14.0
1.1

13.8

.8 0.8

0.8

3.7 2.5 2.2

3.3 17 -0.2
1.8

12

-0.1
2.8
4.0 3.2

2.9 2.6 2.6

4.6 3.7

:')_b_o
wh
Cur
oo
onw
N

255

4.2

3.29

0.7

3.4

1. Private-industry workers.
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REAL GROSS DOMESTIC PRODUCT AND RELATED ITEMS, QUARTERLY VALUES
(Seasonally adjusted, annual rate except as noted)

September 10, 2003

Item

Units

2003
Q3

2003
Q4

2004
Q1

2004
Q2

2004
Q3

2004
Q4

2005
Q1

2005

Q2

2005
Q3

2005
Q4

EXPENDITURES

Nominal GDP
Real GDP

Real GDP
Gross domestic purchases
Final sales
Priv. dom. final purchases

Personal cons. expenditures
Durables
Nondurables
Services

Business fixed investment
Equipment & Software
Nonres. structures

Residential structures

Exports
Imports

Gov't. cons. & investment
Federal
Defense
State & local

Change in bus. inventories
Nonfarm
Net exports

Nominal GDP

Bill. Ch|

EMPLOYMENT AND PRODUCTION

Nonfarm payroll employment
Unemployment rate

Industrial prod. index
Capacity util. rate - mfg.

Housing starts

Light motor vehicle sales
North Amer. produced
Other

INCOME AND SAVING

Nominal GNP

Nominal GNP

Nominal personal income
Real disposable income
Personal saving rate

Corp. profits, IVA & CCAdj.
Profit share of GNP
Excluding FR Banks

Federal surpl./deficit
State & local surpl./def.
Ex. social ins. funds

Gross natl. saving rate
Net natl. saving rate

PRICES AND COSTS

GDP chn.-wt. price index
Gross Domestic Purchases
chn.-wt. price index

PCE chn.-wt. price index
Ex. food and energy

CPI
Ex. food and energy

ECI, hourly compensation

Nonfarm business sector
Output per hour
Compensation per hour
Unit labor cost

%

Millio
%
% chan

Mill

%
% chang
%
Bill. $

%

% chal

Bill. $

Bill. Ch. $

10954,

97

3
B3.7

11106.6
9843.2

11277.8

9968.3

11444.1

10093.9

% change

ns

je

ons

Bill. $

ge

6 change

6 change

-30.8

129.8
6.2

1.80
17.3

10951

15
17

I

ONw

6.6

553.5
5.9

129.8
6.2

2.3
3.2

1.76
0 16.93
.07

3.33

.0 11102.3
6.1
3.4
6.0
3.2
18.8
8.9
8.7
D6.4
9.1
9.2

14.1

11

1.7

74.3

13.61

-460.0

13

GINPN

10.7
13.2
2.2

-2.4

3.8
17.9
25.0
0.3

14.1

-11.2
-551.6

5.7

130.6
6.1

6.9
1.77
17.06
3.32

11271.5
5.6

45
13

4.0
10.8

9.0
8.8

-6.1
-6.0

14.2

1.6

11
1.0

-571.8

75.5

13.72

-454.3

D wn

2.0
3.9

2.0
8.6

10.2
0.9

37.3
12.8

6.3

131.7
6.0
6.8
1.79

17.20
3.34

11436.6
6.2

6.1
78
3.9
55
9.0
8.8
-409.1
05
0.6

14.5

0.9
0.7

13.2
16.5

-595.9

76.

13.81

5.
4.

1.9

11612.7
10218

w o1 ®
wwou

14.

3.3

1.6

3.5
3.8

11

50.9
36.0

6.0

132.8
5.9
6.8
6

1.80
17.32

3.39

11603.4

N
=}

4.0
35
9.0
8.8
-365.1
-3.5
-3.4

14.7
2.

0.9
0.8

17.6
3.2

-611.7

77.6

13.86

11772.9
.8

4

1.7
1.3
1.5

38.2
49.6

6.0

134.0
5.7

6.6
1.82
17.47
3.46

11762.2

[N
=}

5.
4.
4.0
0.2

8.8
8.7

-284.2
2.0
21

14.8
1

0.9
0.8

10335.8

-618.8

78.4

13.99

2.3

“No

11921.6

-0.0
18

66.4
36.7

5.6

134.9
5.5

5.1

1.82

17.37
13.89

3.48

11911.8
5.6
5.
4.5

4.0
-3.5

8.7
8.5

-239.0
3.7
3.8

14.8

13
1.2

10432.2

2.4

-635.2

79.0

2.2

wWwo

12067.8

3.8
4.1
2.8

3.1
2.0

72.4
64.9

5.1

135.8
5.4

1.81
17.41
13.93

3.48

12057.8
5.2
55
4.1
3.9

3.1
8.6
8.4

-215.2
5.2
5.3

14.8

0.9
0.9

10536.7

-653.1

12212.1

4.1
4.4
3.9

5.0

136.6
5.3

4.7

79.6

1.80
17.47
13.97

3.48

12198.2
5.0

4.9
3.8
3.8
3.3

8.6
8.4

0.9
0.8

QW

10640.1

12353.9
10741.6

4 68.2
-669.6

4.9 4.7

137.3
5.3

4.8

80.3

1.79
17.54
14.02
3.50 3.52

14.9
2.3

0.8
0.9

W

1. Private-industry workers.
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International Developments

Over the intermeeting period, financial markets and confidence surveys have
displayed a widespread increase in optimism about the prospects for foreign
economic growth. This optimism reflects a belief that stronger U.S. growth will
contribute to activity abroad through exports. There are some tentative
indications that foreign domestic demand also may be poised to accelerate,
especially in developing Asia, where the economic effects of last spring’s SARS
epidemic appear to have receded. In the foreign industrial countries, we assume
that monetary and fiscal policies for the most part will remain supportive of
domestic demand growth through the forecast period.

Summary of Staff Projections
(Percent change from end of previous period, s.a.a.r.)

2002

Projection

Indicator 2003:
2003:

H1
HI H2 2 2004 | 2005

Foreign output 3.5 2.1 0.5 3.2 3.6 34
Previous GB 3.5 2.0 0.6 2.5 3.4 -

Foreign CPI 2.4 2.8 1.9 1.8 1.9 1.9
Previous GB 2.5 2.6 2.1 1.6 1.8 -

NOTE. Changes for years are measured as Q4/Q4; for half years, Q2/Q4 or
Q4/Q2.

Compared with the August Greenbook, our estimate of foreign economic growth
in the first half of 2003 has edged down slightly, and our projection of second-
half growth has been increased significantly. The reduction in first-half growth
reflects a greater-than-expected SARS effect on developing Asian economies in
the second quarter that was largely offset by significantly stronger activity than
previously estimated in Japan and Mexico. The boost to second-half growth
reflects a rebound in the SARS-affected economies during the third quarter,
along with more positive indicators elsewhere. Our projection for solid growth
in 2004 has also risen a bit, and we expect growth to remain strong in 2005.

Foreign inflation has stepped down to a 2 percent pace this year. We project
inflation abroad to stay close to this rate through the forecast period as output
gaps gradually diminish but are not eliminated.

On balance, the broad real value of the dollar has changed little over the
intermeeting period. We are projecting a depreciation of the dollar at slightly
more than 1 percent per year, leaving the dollar’s path essentially unchanged
from our previous forecast through 2004. The dollar is projected to continue
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depreciating at this rate in 2005.

After subtracting 4 percentage point from U.S. GDP growth in the first half of
this year, net exports are projected to make roughly a zero arithmetic
contribution to growth in the second half. The lagged effects of dollar
depreciation are expected to boost exports nearly enough to offset the effect of
faster U.S. growth on imports. With U.S. economic activity projected to
continue to grow faster than foreign activity in 2004 and 2005, the negative
arithmetic contribution from import growth should outweigh the positive
contribution from export growth. Net exports are expected to deduct roughly
Y5 percentage point from U.S. GDP growth in each of the next two years. The
U.S. current account deficit is projected to expand from about $550 billion in
the second half of 2003 to about $660 billion in the second half of 2005, which
is nearly 5% percent of GDP.

Oil Prices

Since the August FOMC meeting, the spot price of West Texas intermediate
(WTI) crude oil has fallen about $2.80 per barrel, closing at $29.18 per barrel on
September 9. The decrease in the spot price appears to reflect heightened
market attention on non-OPEC supply, which is expected to increase markedly
in the fourth quarter of this year and in 2004. The spot price is projected to fall,
in line with quotes from futures markets, to about $25.75 per barrel by the end
of 2004 and $24.50 by the end of 2005. Relative to the August Greenbook, the
spot price of WTI is projected to be about $1.25 per barrel lower on average in
the current quarter, $2.00 per barrel lower in the fourth quarter of this year, but
only $0.70 per barrel lower by the end of 2004.

International Financial Markets

The foreign exchange value of the dollar, as measured by the staff’s major
currencies index, was about unchanged on balance in fairly volatile market
conditions over the intermeeting period. The dollar gained 1 to 2 percent
against most European currencies but depreciated about the same extent against
the yen and the Canadian dollar. Early in the intermeeting period, the dollar was
boosted by greater market optimism about the U.S. recovery, especially relative
to that in Europe. The weak U.S. labor market report for August contributed to
the unwinding of the dollar’s gains late in the intermeeting period. Against the
currencies of our other important trading partners, the dollar was nearly
unchanged on balance.

Yields on Japanese bellwether bonds soared almost 70 basis points over the
intermeeting period, while yields on European bellwether bonds rose 20 to 30
basis points. In contrast, yields on U.S. and Canadian benchmark bonds were
little changed. Citing recent declines in inflation and a subdued outlook for
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inflation, the Bank of Canada eased its policy rate 25 basis points on
September 3, as had been widely anticipated. This move returned the policy
rate to its level at the beginning of this year. The central banks of the United
Kingdom and the euro area kept their policy stances unchanged. Nevertheless,
the steepening of the paths of short-term interest rates implied by futures
contracts in most major foreign currencies suggests that market participants
have come to believe that monetary policy may tighten sooner than had been
anticipated. In an attempt to counteract upward pressures on yen interest rates,
the Bank of Japan undertook several open market operations in relatively long-
term instruments to signal its continued commitment to quantitative easing
policies as long as domestic deflation is not definitively ended. After the dollar
depreciated to below ¥117 at the end of August, the Japanese monetary
authorities resumed intervening in foreign exchange markets, selling the
equivalent of more than $22 billion in yen.

In real terms the broad trade-weighted index of the dollar has changed little
since the August Greenbook. We project that this index will decline at an
average annual rate of about 1% percent over the forecast period. Our path for
the dollar reflects an attempt to balance two major and opposing risks: First,
stronger projected growth in the United States than abroad may put upward
pressure on the dollar, and second, potential financing pressures from the
widening of the U.S. current account deficit to unprecedented levels may put
downward pressure on the dollar.

Share prices continued to rise in most foreign countries during the intermeeting
period. Broad market indexes moved up between 3 percent and 7 percent in
Europe, about 4 percent in Canada, and more than 12 percent in Japan. Share
price indexes in the emerging Asian economies also rose robustly, paced by
strong gains in the share prices of export-oriented technology firms. Stock
prices rose during the period in Latin America as well, led by a 15 percent gain
in Brazil’s equity market index. Yield spreads of emerging-market sovereign
bonds narrowed about 50 basis points over the intermeeting period, with
Brazil’s EMBI+ spread falling 130 basis points. The declines in risk spreads on
sovereign debt of several emerging economies coincided with reductions in U.S.
high-yield spreads to multiyear lows.

. The Desk did not intervene during the period for
the accounts of the System or the Treasury.

Foreign Industrial Countries
Recent indicators have come in stronger than expected for a number of foreign
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industrial countries. Real GDP is projected to grow slightly more than

1 percent (a.r.) in the third quarter, after growing 2 percent in the second
quarter. The recovery of the U.S. economy, continued accommodative
monetary policies, positive equity wealth effects, and increasing consumer and
business confidence are expected to support foreign activity over the forecast
period, despite some small drag from higher long-term interest rates. We are
projecting GDP growth to rise further to about 2% percent in both 2004 and
2005.

Twelve-month headline inflation rates in most major foreign industrial countries
declined or held steady in the second quarter. We expect inflation in the foreign
industrial countries to average 17 percent over the forecast period. In Japan,
deflation is projected to continue over the forecast period.

In Japan, real GDP growth should moderate somewhat in the third quarter after
exceptionally strong activity in the second quarter. We project that, over the
forecast period, activity will grow at a rate of 1’2 percent. The external sector
should boost economic activity as domestic demand grows strongly in China
and the United States. Consumption is projected to continue to expand at a
moderate pace, supported by the stabilization of the labor market as well as the
recent increase in Japanese equity prices. Increasing exports and consumption,
along with improved profit conditions resulting from corporate cost-cutting, are
expected to support business investment.

The outlook for growth in euro-area GDP has improved a bit. In August,
German business confidence increased for the fourth straight month. The
Belgian National Bank survey, thought to be a good indicator of overall euro-
area growth, registered increases in both July and August. The purchasing
managers indexes (PMIs) for both services and manufacturing have been
improving over the last few months. The outlook for growth in the euro area
has also been helped by the recent depreciation of the euro, brightening the
prospect for exports after several quarters of declines. The recent retreat of the
euro combined with a headline inflation rate that remains near the 2 percent
mark has made it less likely that the ECB will adopt further easing, and we now
assume a flat policy rate for the remainder of the year and throughout 2004.
After contracting in the second quarter, GDP should grow modestly in the third
quarter, and then accelerate in the fourth quarter and early next year, supported
by some fiscal stimulus and a rebound in exports. Growth is expected to level
off at around 2% percent in 2005.

We expect that real GDP growth in the United Kingdom will continue its
upward trend in the third and fourth quarters after dipping to near zero in the
first quarter. Industrial production rose in July. In August, business confidence
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and both the manufacturing and services PMIs moved up. Consumption growth
should moderate as the rapid increase in house prices that has marked the U.K.
economy for the past five years is beginning to show signs of slowing. We
expect stronger exports and government spending to support U.K. GDP growth,
which is projected to reach nearly 2% percent in 2004 before dropping back
slightly in 2005.

In Canada, negative contributions to growth from inventories and net exports
offset strong final domestic demand in the second quarter, leaving real GDP
down slightly. Over the next two years, steady growth in final domestic
demand, an unwinding of the inventory cycle, and a strong pickup in exports
should return GDP growth to nearly 3% percent. Having eased on September 3,
the Bank of Canada is assumed to keep its policy rate constant through 2004.

Other Countries

Data on second-quarter GDP growth for the emerging Asian economies were
generally lower than we had expected, especially in the SARS-affected
economies, where output declines were steep. Travel and tourism fell sharply,
supporting the view that the downturn was largely a result of the epidemic.
Recent data suggest that travel is rebounding strongly. In addition, the outlook
for global high-tech demand has improved. We thus expect a sharper rebound
in the second half of the year than previously projected for these economies.
Growth in the emerging Asian economies is projected to average 62 percent in
the second half, about 2 percentage points stronger than in the August
Greenbook. We continue to expect growth to average around 5% percent next
year, in line with a projected pickup in global demand for high-tech goods. The
recently reported case of SARS in Singapore underlines the risk to this outlook
from the potential re-emergence of the virus.

In China, recent indicators suggest that economic growth has rebounded sharply
following a second-quarter decline. Industrial production in August was

17 percent above its year-earlier level, and retail sales also have been expanding
at a robust pace. We expect Chinese GDP growth to step up to 10 percent (a.r.)
in the second half of this year and then to fall back to a still-sizable rate of

8 percent over the following two years. Growth of imports has been even faster
than the rapid expansion of exports in recent quarters, suggesting robust growth
in Chinese domestic demand.

Other economies that were severely affected by the SARS epidemic are also
showing indications of a third-quarter rebound, aided by a strengthening in
global high-tech markets. Industrial production rose in June and July in both
Taiwan and Singapore, with particular strength in high-tech products. In
contrast, recent performance in Korea, which was relatively unscathed by
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SARS, has been less favorable. Consumer spending has been weakened by high
debt levels and government measures to curb the growth of credit-card lending.
A strike in the auto sector depressed production in July. We now expect only a
small increase in Korean GDP on average for this year, although we continue to
expect some improvement next year in response to the pickup in the global
economy.

The Mexican economy grew considerably faster than expected, at an annual rate
of 5 percent in the second quarter. The growth reflected increases in agriculture,
mining, and services; weakness persisted in the manufacturing sector. Business
confidence has remained at a favorable level, and we continue to expect the
projected pickup in the U.S. economy to have a positive effect on Mexican
industrial production and GDP growth starting in the second half of this year.
Mexican GDP is projected to grow at an annual rate of 3% percent in the second
half of 2003 and to accelerate further next year before slowing a bit in 2005,
roughly mirroring the contour of projected U.S. growth. In Brazil, GDP fell at a
6 percent rate in the second quarter, with sharp declines in both consumption
and investment, largely reflecting the effect of very high levels of interest rates
that began to be cut only in June. We expect the competitive level of the
exchange rate and further reductions in policy interest rates to support modest
growth through the remainder of this year and next.

We expect average inflation in the developing countries to be around 2% percent
over the forecast period, little changed from the August Greenbook. Hong Kong
is still projected to experience sustained deflation over the forecast period.

Prices of Internationally Traded Goods

Prices of imported core goods increased at an annual rate of 2.6 percent in the
first half of 2003. We project continued increases, but at a slower rate, over the
forecast period, in line with modest depreciation of the dollar. The projected
increases for late 2003 and early 2004 are slightly higher than in the previous
forecast owing primarily to higher commodity prices.

As we noted in the August Greenbook, we would have expected the dollar’s
depreciation in the first half of 2003 to have had a larger effect on import prices.
We are unsure whether the surprisingly low increases in import prices reflect the
hesitancy of foreign exporters to raise prices in an environment of economic
slack or some longer-lasting change in behavior. We have based our forecast on
the assumption that the traditional relationship between exchange rates and
import prices will hold true for future exchange rate movements, but we are not
predicting any lagged effect of previous dollar movements beyond the current
quarter.
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Selected Trade Prices
(Percent change from end of previous period except as noted; s.a.a.r.)

2002 Projection
Trade category 2003: 2003

H1 H2 | H1 H2. 2004 | 2005
Exports
Core goods 1.2 3.1 33 0.6 0.9 0.9
Imports
Non-oil core goods -0.1 1.4 26 1.7 1.4 1.3
Oil (dollars per barrel) 24.05 25.75 2647 2644 23.18 22.09

NOTE. Prices for core exports and non-oil core imports, which exclude computers
and semiconductors, are on a NIPA chain-weighted basis.

The price of imported oil for multiquarter periods is the price for the final quarter
of the period.

Higher prices for energy-related products are responsible for the acceleration of
prices of exported core goods that began late last year. After an increase of

3.3 percent (a.r.) in the first half of 2003, core export prices are expected to
increase at a more subdued pace of /% percent in the second half, a forecast
about unchanged from the August Greenbook. Over the remainder of the
forecast period, core export price inflation is expected to be in line with
projected prices of U.S. domestic goods.

Trade in Goods and Services

The first-half decline in exports appears to have been somewhat smaller than we
estimated in the August Greenbook, with services exports accounting for much
of the revision. We project that real exports of goods and services will grow at a
rate of nearly 10 percent through the forecast period. This projection is about

1 percentage point higher than that in the August Greenbook for the second half
of this year and '2 percentage point higher for next year, consistent with higher
foreign growth.

The projected pickup in exports in our forecast is widespread. Core goods,
computers, and services all show sharp rebounds in the second half, with growth
rates that are, for the most part, sustained through 2005. Exports of core goods
are projected to increase at a pace of 7' percent beginning in the second half of
this year. The recovery of core exports reflects an acceleration of foreign
activity and a lagged response to the dollar’s previous depreciation. In addition,
because exports had fallen well below the level suggested by their historical
relationship with exchange rates and foreign GDP, we have built in some further
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growth of exports over the forecast period to return them gradually to a more
normal level. Exports of semiconductors, which rebounded strongly in the first
half of 2003, are expected to continue to grow at double-digit rates. Computer
exports are projected to accelerate in the second half of this year and into next
year, consistent with a solid recovery in the global high-tech sector. We project
that exports of services will grow at a rate of more than 11 percent in the second
half of this year before returning to a pace of 6 percent in 2004 and 2005. The
rebound in services receipts in the near term owes in large part to waning effects
on travel of the SARS outbreak and the Iraq war.

Trade in Goods and Services
(Percent change from end of previous period, s.a.a.r.)

2002 Projection
Measure 2003: .
mo| w2 | T 299 | 2004 | 2005
H2

Real exports 8.7 -0.7 -1.3 10.3 9.7 9.6

Previous GB 8.7 -0.7 2.2 9.1 9.1 -
Real imports 15.2 53 0.6 7.8 105 9.2

Previous GB 15.2 5.3 1.1 6.2 10.2 -

NOTE. Changes for years are measured as Q4/Q4; for half-years, Q2/Q4 or
Q4/Q2.

Import growth in the first half of 2003 was close to zero, a bit weaker than
estimated in the August Greenbook. The revision was largely in core goods.

We project that real imports of goods and services will grow at annual rates of
more than 7 percent beginning in the second half of 2003 and continuing
through the forecast period. This path was revised up from the previous forecast
about 1’ percentage points for the second half of this year, in part as a result of
the upward revision to U.S. GDP growth, but is little changed for next year.

The acceleration of imports in the second half of this year is marked by strong
growth in core and high-tech goods and a surge in imports of services (reflecting
the same bounceback as in services exports); oil imports, however, fall off from
their unusually high level in the second quarter. Next year, import growth
should pick up still further, largely reflecting a further rise in the growth rate of
U.S. GDP, but then edge down a bit in 2005 as U.S. GDP growth slows. As
with exports of core goods, imports of core goods have fallen below their
traditional relationship with U.S. GDP and exchange rates, leading us to build in
a small additional increment to their growth rates over the forecast period. All
told, imports of core goods are projected to increase at a pace of 8 percent or
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more over the forecast period. We project that imports of services will grow at a
rate of more than 10 percent in the second half before returning to around
5 percent in 2004 and 2005.

Alternative Simulations

We project that the United States will continue to grow faster than the foreign
economies throughout the forecast period. This relatively favorable outlook for
the U.S. economy may increase the appetite of investors for U.S. dollar assets
more than is implied in our projections. In our alternative simulation, we use
the FRB/Global model to assess the effects of a fall in the risk premium on the
dollar in foreign exchange markets that would generate substantial dollar
appreciation. The shock is assumed to occur in 2003:Q4 and has been scaled so
that the real value of our broad dollar index would rise 10 percent in the absence
of endogenous adjustments in long-term interest rates.

Alternative Simulation:
10 Percent Appreciation of the Broad Real Dollar
(Percent change from previous period, annual rate)

2003 2004 2005
H1 | H2 | H1 | H2 | H1 | H2

Indicator and simulation

U.S. real GDP
Baseline 24 45 52 49 39 39
Dollar Appreciation 24 44 48 45 33 34

U.S. PCE prices excl. food and energy
Baseline 08 14 1.1 1.0 09 0.8
Dollar Appreciation 08 14 06 05 06 0.6
NOTE. H1 is Q2/Q4; H2 is Q4/Q2. In these simulations, the nominal federal funds
rate remains unchanged from baseline, and the monetary authorities in major foreign

economies adjust their policy rates according to a Taylor rule.

This shock depresses net exports, lowering U.S. GDP growth 0.4 percentage
point in 2004, relative to baseline, and about 0.6 percentage point in 2005. Core
PCE inflation falls 0.5 percentage point below baseline in 2004, mainly because
of the direct effect of lower prices for imported goods and services. Inflation
falls 0.2 percentage point below baseline in 2005, reflecting the effects of
reduced capacity utilization on domestic prices.
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